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NORTIi-HOLLAND

Excessive Defense Expenditures and Economic
Stabilization: The Case of Pakistan

Robert E. Looney, Naval Postgraduate School, Monterey,
California

INTRODUCTION

Toward the end of 1988, Pakistan's deteriorating resource situa
tion caused a financial crisis, many remnants of which still exist
today. In 1988 the government's budget deficit reached 8.5 percent
of Gross Domestic Product (GDP), inflation accelerated, the cur
rent account deficit doubled to 4.3 percent of Gross National
Product (GNP), the external dept service ratio reached 28 percent
of export earnings, and foreign exchange reserves fell in half, to
$438 million, equal to less than 3 weeks of imports (World Bank,
1991).

These developments have eroded the ability of the government
to affect the country's development process. In fact, the encourage
ment of private-sector activity, particularly investment, is the only
viable option open to the authorities. It follows that for policy
purposes the most important issue involves restructuring govern
ment expenditures and their financing in a manner that would
provide the maximum inducement to private-sector capital forma
tion, especially in manufacturing. Operationally, this means find
ing an optimal balance between the government's three most
important budgetary items: defense, public consumption, and in
frastructural development. What is more important, because there
is abundant evidence! that the government's deficits have crowded
out a certain amount of private investment, the authorities must
ac~ieve, this balance within the context of a reduced level of expen
ditures, tax increases, or both.

I See. for example, Kemal (1989), Burney and Yasmeen (1989), Khan and Iqbal (1991),
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Defense expenditures are an obvious candidate for expenditure
reductions. As noted in the next section, the country's defense
burden is one of the heaviest in the world. At around 7 percent
(1992) of Gross National Product (GNP), it is more than twice
that of India. Moreover, while over recent years global defense
expenditures have been declining, Pakistan's has expanded: From
5.4 percent of GNP in 1980, it reached 6.8 percent in 1985.

While the defense-expenditure-to-GNP ratio has remained
about the same, debt servicing has overtaken this category as the
single largest item of government spending. In 1971, this item was
3 percent of GNP; by 1993-94, it had risen to 8.2 percent. During
fiscal 1994-95, debt servicing will account for 8.2 percent or 35
percent of total budget spending (Blum, 1994), compared with 26.4
percent for defense (Rashid, 1994). Apparently the government
recognizes the burden that defense expenditures have placed on
the economy. For the 1994-95 budget, defense expenditure will
increase only 8.6 percent, even though in the previous year India
increased defense expenditures by 20 percent (Bokhari, 1994).

Against this background the purpose of this paper is to examine
Pakistan's macroeconomic prospects for the remainder of the
1990s. In particular (and assuming it politically possible), we are
interested in examining the scope for stimulating economic growth
and expansion through restrained allocations to the military.2
What impacts have defense expenditures had on the economy?
Are these impacts largely direct, or have they operated primarily
through their effect on the budgetary deficits? In this regard,
defense expenditures are a logical area for budgetary cuts: Current
expenditures account for the major part of government budgetary
allocations, averaging 65-75 percent during most of the 1980s and
into the 1990s. In recent years, defense expenditures together with
debt servicirig have accounted for around 80 percent of current
expenditures.

PATIERNS OF DEVELOPMENT•
While facing a number of serious macroeconomic constraints,

Pakistan's overall economic performance in the 1980s and into
the 1990s has been relatively good compared with that of most
developing countries. While the country grew at the average (4.9%

l Hopefully this policy would be complemented by some of the innovative reforms
outlined in Ahmed (1994).


















































